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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

WRI GHT, Judge: Respondent determ ned a deficiency in

1998.

petitioner's Federal incone tax for the tax year ended March 31,

1990 (1989 taxable year), in the anmount of $145, 794.

This case involves the question of whether petitioner

may

defer recognition of gain fromthe disposition of certain rea



property under section 1031.! More specifically, we nmust decide
whet her petitioner held the exchanged real property primrily for
sale so that the gain is taxable in the 1989 taxable year
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein. Petitioner's principal office was |ocated
in San Bernardino, California, at the tine it filed its petition.
Petitioner filed a U S. Corporation Income Tax Return, Form 1120,
for the taxable year 1989, with the Director, Internal Revenue
Service Center, Fresno, California. Petitioner used a fiscal
year ending March 31.

Petitioner was incorporated on Septenber 18, 1957, under the
laws of the State of California. Frompetitioner's inception to
the taxable year 1991, Neal T. Baker (M. Baker), as president
and director of petitioner,? controlled and directed its
operations. Additionally, starting in 1987, M. Baker was

petitioner's chief financial officer. During the period from

1 Al section references are to the Internal Revenue Code
in effect for the year at issue, unless otherw se indicated. Al
Rul e references are to the Tax Court Rules of Practice and
Pr ocedure.

2 At tinmes during the period 1978 to 1991, Neal T. Baker
al so served as treasurer and secretary of petitioner.

Besides his role with petitioner, M. Baker was a charter
menber of the Business Bank of California. As a chairman of the
bank's | oan commttee, M. Baker reviewed construction | oans.



- 3 -

1978 to 1991, Carol Baker served as petitioner's vice president
and director.® At times during the period from 1978 to 1991, one
ot her person served in the position of treasurer, secretary,
chief financial officer, or director.

Petitioner's articles of incorporation, filed Septenber 13,
1957, listed the follow ng purposes:

(a) PRI MARY PURPCSE--To operate drive-in restaurants,
SECONDARY PURPCSE- - To construct and sell buil di ngs and,
(b) To manufacture, fabricate, assenble, to take, purchase
and ot herw se acquire, own, hold, use, sell, assign,
transfer, exchange, |ease, and otherw se di spose of, and to
invest, trade, deal in and with goods, wares and nerchandi se
and supplies and all other personal property of every class
and descri ption.
(c) To purchase, acquire, own, hold, use, |ease (either as
| essor or |essee), grant, sell, exchange, subdi vide,
nortgage, convey in trust, manage, inprove, construct,
operate and generally deal in any and all real estate,
i nproved or uni nproved, stores, office buildings, dwelling
houses, apartnment houses, hotels, manufacturing plants and
ot her buildings, and any and all other property of every
kind or description, real, personal and m xed, and
wher esoever situated, either in California, other states of
the United States, or foreign countries.
* * * * *

* *

In 1969, petitioner engaged in a corporate restructuring in
whi ch Baker's Burger was incorporated to conduct petitioner's
fast-food business. According to the mnutes of the special
nmeeting of the Board of Directors on October 16, 1969:

The Chairman [ M. Baker] expl ained that Baker's Burgers,

Inc., a California corporation, was fornmed to conduct the

drive-in hanburger and Taco Stand busi ness separate and
apart fromthe contracting business, both of which were

3 Carol Baker was also petitioner's secretary in 1978,
1979, and 1980.



formerly carried on by Neal T. Baker Enterprises. He

further stated that the two businesses were for al

practical purposes totally unrelated, and that it had becone

necessary to conduct the two businesses separately in order

to facilitate flexibility, expansion, cost control, proper

managenent and the raising of capital.
M. Baker testified that the restructuring was in part to prepare
Baker's Burgers, Inc., for a possible public offering.
Petitioner transferred assets (valued at $36,000) to Baker's
Burgers, Inc., in exchange for stock of Baker's Burgers, Inc. As
a result of the restructuring, petitioner held real estate
hol di ngs, which included buildings for fast-food | ocations (which
were | eased to Baker's Burger, Inc.), real estate held for
investnment, and real estate held for devel opnent. After 1969,
petitioner continued to construct additional fast-food | ocations,
and al so continued to contract wwth third parties for the
construction of residential properties.

In regard to its construction operations, petitioner had a
contractor's license with the State of California, but it did not
have any contracting equipnment. All the contracting work was
done t hrough subcontractors. Petitioner recorded the work done
(paynents) by its subcontractors under work-in-
progress/construction in-progress accounts. Petitioner used
realtors to sell its properties. Petitioner recognized revenue
from these sal es when escrow cl osed.

On February 1, 1983, petitioner filed its restated articles

of incorporation with the State of California, providing the



purpose "to engage in any lawful act or activity for which a
corporation may be organi zed under the CGeneral Corporation Law of
California other than the banking business, the trust conpany
busi ness or the practice of a profession permtted to be

i ncorporated by the California Corporations Code."

Beaunpont Property--Tract No. 10018

On March 10, 1978, petitioner purchased fromthe Sinoffs
vacant |and in Beaunont, California (Beaunont Property), for
$155, 000. Beaunont Property is bounded on the west by
Pennsyl vani a Avenue, the east by Cherry Avenue, the south by 10th
Street, and the north by another Iot north of 11th Street. Wen
petitioner purchased the Beaunont Property, the property was
zoned R-1 for single-famly residential use. Petitioner never
made an application to have the Beaunont Property rezoned to R4
multi-famly residential use.

From 1978 through 1989, petitioner hired three engineering
firms to process tentative maps on the Beaunont Property:

(1) H D. Marcell; (2) Ws Engineering; and (3) Garner, Troy &
Associ ates, Inc.

Petitioner's purchase of the Beaunont Property was
contingent upon the Tentative Subdivision Map bei ng approved by
the Gty of Beaunont Pl anning Conm ssion (Pl anning Conm ssion).
At that time, there was a subdivision map prepared by H D

Marcell for the Sinoffs. This tentative map proposed to
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subdi vide the property into 48 |lots for the construction of
single-famly residential houses. On June 22, 1978, the
tentative subdivision map was approved by the Pl anning
Comm ssion. The map was assigned Tract No. 10018.

On April 23, 1979, petitioner's Board of Directors
aut hori zed the preparation and filing of an application to the
Real Estate Conm ssioner of the State of California for a Public
Report in connection with the subdivision and sale of real
property on the 48 lots of the Beaunont Property.

Later, petitioner hired Wes Engi neering to prepare a revised
tentative map for Tract No. 10018. The map proposed 56 single-
famly residential lots, and was resubmtted to the city of
Beaunont on February 28, 1980. 1In July 1980, the new tentative
map was approved by the Pl anning Comm ssion. On July 9, 1980,
Wes Engi neering prepared and executed a rough grading plan for
Tract No. 10018, which was approved by the city of Beaunont on
March 16, 1981.

In regard to the entire Beaunont Property in 1981, the city
of Beaunmont required a bond of $365,000 to be posted to guarantee
construction of street inprovenents and sewer inprovenents.

In early 1981, the city of Beaunont contracted wth CG
Engi neering to design and prepare inprovenent plans for

Pennsyl vani a Avenue. During 1981 and 1982, the city of Beaunont



built street inprovenents on Pennsylvania Avenue. This
construction was funded by the city of Beaunont.

14 Lots Fronting Pennsyl vani a Avenue--Tract No. 10018-1

In 1981, petitioner subcontracted with Matich Corporation to
construct curbs, gutters, sidewal ks, water service, waterline and
gate valves, and fire hydrants relating to the 14 |ots al ong
Pennsyl vani a Avenue. Petitioner paid $23,874.35 for this work.

In 1982, petitioner applied for a 1l-year extension, which
was approved by the city of Beaunont, of its tentative map Tract
No. 10018. In md-1983, petitioner submtted a request to record
a final map for Tract No. 10018-1 to the city of Beaunont. Tract
No. 10018-1 pertained to the portion (14 Iots) of Beaunont
Property fronting Pennsyl vania Avenue. On Septenber 20, 1983,

t he Pl anning Conm ssion conditionally approved petitioner's
phasing for Tract No. 10018-1. On Decenber 12, 1983, petitioner
and the city of Beaunont entered into an agreenent for
subdi vi sion i nprovenents on Tract No. 10018-1. The final map for
Tract No. 10018-1 was recorded on Decenber 20, 1983, creating 14
| ot s al ong Pennsyl vani a Avenue.

In 1984, petitioner contracted wth Mchael C Mze to
install 8-inch sewer laterals for the 14 |ots al ong Pennsyl vani a
Avenue, at a total cost of $22,500. 00.

On or about Cctober 1986, petitioner contracted for the

construction of 14 single famly residences in Tract No. 10018-1.
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Petitioner entered into contracts wth subcontractors, who built
the residences. The 14 houses were constructed in two phases,
the first phase of 6 houses (construction comenced on Cctober

17, 1986) and the second phase of 8 homes (construction comrenced
on June 25, 1987). Petitioner sold the 14 hones from July 21,

1987, through March 31, 1989, as foll ows:

Date of Sale Addr ess Selling Price
07/ 21/ 87 1202 E. 10th Street $79, 950
09/ 30/ 87 1050 Pennsyl vani a Avenue 87, 950
12/ 22/ 87 1070 Pennsyl vani a Avenue 77,950
01/ 08/ 88 1090 Pennsyl vani a Avenue 87, 950
09/ 16/ 88 1010 Pennsyl vani a Avenue 89, 500
09/ 23/ 88 1110 Pennsyl vani a Avenue 77,950
11/17/88 1202 E. 11th Street 79, 950
11/ 22/ 88 1201 E. 11th Street 77,550
01/ 27/ 89 1130 Pennsyl vani a Avenue 80, 950
02/ 10/ 89 1120 Pennsyl vani a Avenue 89, 950
02/ 28/ 89 1030 Pennsyl vani a Avenue 77,000
03/ 06/ 89 1100 Pennsyl vani a Avenue 87, 950
03/ 13/ 89 1140 Pennsyl vani a Avenue 89, 950
03/ 31/ 89 1150 Pennsyl vani a Avenue 89, 950

Petitioner classified the cost of the 14 houses on the Beaunont
Property under cost of houses sold, and classified income from
their sale as ordinary incone.

Exchange Property--Tract No. 22332

The tentative map for Tract No. 10018 expired in 1983. In
regard to the remaining 48 |ots of the Beaunont Property
(hereinafter referred to as the Exchange Property?4) in Tract No.

10018, petitioner resubmtted a tentative map in March 1986.

4 Exchange Property is the Beaunont Property mnus the 14
lots created by the final map of Tract No. 10018-1.



In March 1986, petitioner prepared a Parcel Map/ Tract Mp
Application Formand a City of Beaunont Environnental Review &
Processing Application Formfor the Exchange Property. During
May 1986, public hearings involving the Planning Conm ssion
occurred in regard to the "proposed forty-eight (48) |ot
subdi vision for construction of single famly hones."

On May 6, 1986, the city conditionally approved the
tentative map for the Exchange Property. On June 9, 1986, the
city approved the tentative map for the Exchange Property, Tract
No. 22332, and subsequently extended the approval of the nap
until June 9, 1989.

Garner, Troy & Associates prepared a draft tentative map,
dated July 1987, for Tract No. 22332. Between January 1987 and
May 1989, Garner, Troy & Associ ates prepared the final map and
portions of the inprovenents plans for Tract No. 22332 in
accordance wth the conditions, as revised, inposed by the city
of Beaunont.

At that time, petitioner worked with Janes Dotson, the
engi neer for the city of Beaunont, to revise the conditions on
t he Exchange Property. For petitioner, M. Dotson was able to
|l ock-in the city's prices for its fees before the city
i npl emrented Resol ution No. 1988-10.

Wil e petitioner never obtained a feasibility study of off-

site inprovenents regardi ng the Exchange Property, Garner, Troy
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and Associ ates prepared a Quantity and Cost Estimate
(Prelimnary) for Tract No. 22332, dated January 16, 1987,
stating costs of $389,435.81 for the Exchange Property. Later,
in a Quantity and Cost Estimate (Prelimnary) for Tract No.

22332, dated February 3, 1988, Garner, Troy and Associ ates
estimated the costs were in the anmount of $490,560. The Quantity
and Cost Estinmate was approved by M. Dotson for the city of
Beaunont on March 18, 1988. On February 1, 1988, the city
approved a grading plan for Tract No. 22332.

Petitioner made no inprovenents on the Exchange Property.

Exchange

In 1988, Gold Coast Devel opnent, Inc. (Gold Coast),
approached petitioner with an offer of $650,000 to purchase the
Exchange Property. Petitioner indicated that it was unwilling to
sel|l the Exchange Property, but would be willing to exchange the
Exchange Property. On April 5, 1989, petitioner entered into an
exchange agreenent with Enpire Realty Exchange, Inc. (Enpire).
The conveyance of the Exchange Property was contingent upon the
fol | ow ng:

(1) Petitioner's house plans being approved for construction

by the city of Beaunont;

(2) CGold Coast being able to secure building permts for the

houses;

(3) &old Coast verifying with the city that all necessary

approvals to enable Gold Coast to record a final subdivision
map for 48 single famly | ots have been obtai ned;
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(4) Securing 48 sewer permts for the project fromexisting

treatnent plant's capacity; and

(5) Securing 48 water connections.

Pursuant to the exchange agreenent, Enpire agreed to acquire
and convey to petitioner one or nore parcels of property to be
desi gnated by petitioner. On May 16, 1989, Enpire arranged for
the sale of the Exchange Property to Aneriasian (successor in
interest to Gold Coast) for $674,000. A grant deed conveying the
Exchange Property frompetitioner to Aneriasian was recorded the
sane day. Petitioner did not receive any proceeds fromthe sale
of the Exchange Property. Petitioner received a $584, 800
exchange credit with Enpire for acquiring property yet to be
desi gnat ed.

Pursuant to the exchange agreenent, petitioner designated
the follow ng four properties to Enpire, within 45 days after My
16, 1989: (1) An undivided 7.87-percent interest in a parcel of
vacant |and | ocated al ong Phel an Road in Phelan, California; (2)
four lots with a house | ocated al ong Ment one Boul evard in
Mentone, California; (3) three lots with a fast-food store
| ocated al ong Mount Vernon in Colton, California; and (4) parcels
of vacant |and | ocated al ong Pal m Avenue in Hi ghland, California.
Al'l four properties were comercial properties suitable for
constructing fast-food stores. Enpire purchased the four
designated properties wthin 180 days after May 16, 1989. G ant

deeds conveying the four designated properties fromthe
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respective sellers to petitioner were recorded within 180 days
after May 16, 1989.

Devel opnent of Exchange Property by El khorn

Around March/ April 1989, CGold Coast approached El khorn
Devel opnent Conpany (El khorn) and proposed that they jointly
buil d 48 houses on the Exchange Property. El khorn was not
interested in a joint venture. Subsequently, Gold Coast offered
to sell the Exchange Property to El khorn.

In regard to the Exchange Property, Elkhorn discussed with
Robert Bounds, the city nmanager for Beaunont, topics such as the
wat er connecti ons, sewer connections, the city conditions, and
the market. El khorn knew that the city had a Iimted nunber of
sewer permts. Elkhorn also discussed with M. Garner,
petitioner's engineer, the tentative map conditions and easenents
on the Exchange Property. Deciding it would be profitable to
purchase the Exchange Property, on April 13, 1989, El khorn agreed
to purchase the Exchange Property from Gol d Coast/ Anmerasian. On
May 16, 1989, El khorn purchased the Exchange Property from
Arer asi an for $776, 000.

In Resolution No. 1989-21, dated April 24, 1989, the city of
Beaunont aut horized and consented to the filing of the Final Map
for Tract No. 22332. On May 16, 1989, El khorn recorded the final

subdi vision map for Tract No. 22332, creating 48 lots in the
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Exchange Property. The subdivision agreenent for Tract No. 22332
was approved by the Beaunont City Council on February 13, 1990.

Around June/July 1989, Meadow ark Hones, a successor in
interest to El khorn, began to install the off-site inprovenents
for the Exchange Property. Meadow ark Hones initially estimted
$480, 000 ($10,000 per lot) as the cost for off-site inprovenents.

In a letter dated June 14, 1989, the Beaunont-Cherry Vall ey
Water District informed Meadow ark Homes of a proposed increase
in water connection fees, but gave Meadow ark Honmes an
opportunity to obtain the connections at the existing rate. On
June 20, 1989, Meadow ark Homes purchased the water connections
at the existing |ower rate.

Around Sept enber/ CQctober 1989, Meadow ark Honmes began
construction of the 48 houses. Meadow ark Honmes first built 24
houses, which were sold for an average price of $140,000. Next,
Meadow ark Honmes built the second set of 24 houses, but sal es of
t hese houses were slower then the first 24 due to a drop in the
mar ket at the end of 1990. U timtely, Meadow ark Honmes nmade a
profit of about $630,000 on the sale of the 48 hones.

Tax Return and Accounting | nformation

Petitioner realized a $428,806 gain fromthe sale of the
Exchange Property. This gain was reported on line 7 of Schedul e

M1 attached to petitioner's 1989 return. Respondent in his
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noti ce of deficiency dated July 13, 1995,°% determ ned that the
exchange did not qualify as a nontaxabl e exchange under section
1031(a).

Prior to the taxable year 1985, the accounting firm of
Sauer, Dudl ey, MKenzie and Bovee prepared petitioner's financial
statenents and tax returns. After taxable year 1985, the
accounting firmof Eadie and Payne prepared petitioner's
financial statenents and tax returns.

Fromthe tinme petitioner purchased the Beaunont Property
until the tinme petitioner disposed of the property in 1989,
petitioner classified the Exchange Property under work-in-
progress accounts.

Onits return for 1989, petitioner reported its business
activity as "RE SUBDIV & DEVELOP" and descri bed the product or

servi ce as "OPERATOR- DEVELOP. "

OPI NI ON
CGenerally a taxpayer nust recogni ze the entire anmount of
gain or loss on the sale or exchange of property. Sec. 1001(c).
Section 1031(a)(1l) provides an exception to the general rule and

allows a taxpayer to defer gain or |oss from exchanges of

5 Petitioner signed Form 872, Consent to Extend Tine to
Assess Tax, extending the tine for assessnent for the period
ended March 31, 1990, until Decenber 31, 1995.
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property held for productive use in a trade or business or for

i nvestnent.® However, the nonrecognition treatnment of section
1031(a) does not apply to any exchange of "property held
primarily for sale". Sec. 1031(a)(2)(A). The test of whether
property is held primarily for sale or for investnent is applied

at the time of the exchange. See Cottle v. Conmm ssioner, 89 T.C

467, 487 (1987). Petitioner bears the burden of proving that it

had the requisite investnment intent. dick v. Conm ssioner, 78

T.C. 225, 231 (1982).

Respondent argues that the transaction fails to qualify
under section 1031 because petitioner held the Exchange Property
primarily for sale.” Petitioner argues that it held the Exchange
Property for investnment. Consequently, our focus is solely upon
the characterization of the Exchange Property.

For purposes of section 1031, neither the Code nor the
regul ations define "held for investnent." The regul ations

provide that "[u]nproductive real estate held by one other than a

6 Sec. 1031(a)(1) provides:

In General--No gain or loss shall be recognized on the
exchange of property held for productive use in a trade or
busi ness or for investnent if such property is exchanged
solely for property of like kind which is to be held either
for productive use in a trade or business or for investnent.

" Respondent has not chall enged the applicability of sec.
1031 on any ot her ground.
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deal er for future use or future realization of the increnent in
value is held for investnent and not primarily for sale".

Sec. 1.1031(a)-1(b), Inconme Tax Regs. |In Bolker v. Conm ssioner,

760 F.2d 1039, 1045 (9th G r. 1985), affg. 81 T.C. 782 (1983),
the court stated that "a taxpayer may satisfy the 'hol ding
requi renent by owning the property, and the 'for productive use
in trade or business or for investnent' requirenment by |ack of
intent either to liquidate the investnment or to use it for
personal pursuits.”

For purposes of section 1031, neither the Code nor the
regul ations define "held primarily for sale."” \Wether property
is "held primarily for sale" is a question of fact. 1In the
context of section 1221, the Suprene Court held that the term
"primarily" means "of first inportance"” or "principally." Mlat
v. Riddell, 383 U S 569, 572 (1966).

In analyzing "primarily for sale,” petitioner relies on the
factors established in section 1221 cases, which are used to
determ ne whether property was primarily held for sale to
custoners in the ordinary course of business:

(1) The purpose for which the property was initially

acqui r ed;

(2) the purpose for which the property was subsequently

(3) ?ﬁgdgxtent to which inprovenents, if any were nade

to the property by the taxpayer;
(4) the frequency, nunber, and continuity of sales;

(5) the extent and nature of the transactions invol ved;
(6) the ordinary business of the taxpayer;
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(7) the extent of advertising, pronotion, or other active
efforts used in soliciting buyers for the sale of the
property;

(8) the listing of property with brokers; and

(9) the purpose for which the property was held at the tine
of sale.

Maddux Constr. Co. v. Conm ssioner, 54 T.C 1278, 1284 (1970).

None of the factors are conclusive standing al one, but rather al
of the factors taken as a whol e govern. |d.
Respondent correctly points out that section 1221 applies a

different standard than section 1031. See Bl ack v. Commi ssi oner,

35 T.C. 90, 96 (1960). Section 1221(1) excludes fromthe term
"capital asset" property "held by the taxpayer primarily for sale

to custoners in the ordinary course of his trade or busi ness".

(Enmphasi s added). Unlike section 1221, the qualifying | anguage
of section 1031 omts the phrase "to custonmers in the ordinary
course of his trade or business". Because section 1031(a)(2)(A)
deals only with property "held primarily for sale,” this is the
only requirenent for the applicability of the exception to

section 1031. 1d.; see Wodbury v. Comm ssioner, 49 T.C. 180,

197 (1967); Land Dynam cs v. Conmm ssioner, T.C Menp. 1978-259.

I n determ ni ng whet her the Exchange Property was "held
primarily for sale,” the factors presented in section 1221 cases,

such as Maddux Constr. Co. v. Conm ssioner, provide guidance in

maki ng this determ nation, but we are not concerned wth factors
anal yzi ng whet her the property was sold "to custoners in the

ordinary course of * * * pusiness"” or whether the property was
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held in petitioner's "trade or business.”" See Black v.

Commi ssi oner, supra at 96 (Court rejected taxpayer's argunent

that property acquired in a |like-kind exchange but held primarily
for sale should come within section 1031 if the sal e was not

within the taxpayer's ordinary course of business); Paullus v.

Conmi ssioner, T.C. Menp. 1996-419. As a result, the exclusion of

"property held primarily for sale"” fromnonrecognition treatnent
in section 1031(a)(1) is broader than the exception to capital
gain treatnent in section 1221(1).

Pur pose For Wi ch Beaunont Property Was Initially Acquired

Petitioner argues that its original intent in purchasing the
Beaunont Property was to construct duplex or four-plex rental
apartnent units. According to petitioner, its intent was to hold
such units for long-terminvestnent. Petitioner relies on M.
Baker's testinony regardi ng di scussions with his broker Car
Mel | or about rezoning the property to multi-famly use.

We do not find M. Baker's statenments regarding petitioner's
original intent persuasive. |In direct contrast wth the
assertion that petitioner intended to hold the property for
construction of duplex or four-plex rental units, its purchase
was contingent upon the tentative subdivision map for the
Beaunont Property being approved by the city of Beaunont. This

tentati ve map proposed to subdivide the property into 48 lots for
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t he construction of single-famly residential houses.?

Petitioner did not make the purchase contingent on getting R4
multi-famly residential zoning.

Further, when petitioner purchased the Beaunont Property on
March 10, 1978, the property was zoned R-1 for single-famly
residential honmes. Afterwards, petitioner never nade any
attenpts to have the Beaunont Property rezoned to multi-famly
residential use. The Beaunont Property was not suitable for
comerci al devel opnent (such as a fast-food |ocation).

From the evidence, we find that petitioner's initial purpose
in acquiring the Beaunont Property was to hold the property for
sal e (subdivide the property into lots for single-famly
residential houses).

| ntent After Acquisition

"[While the purpose for the acquisition nust be given
consideration, intent is subject to change, and the determ ning
factor is the purpose for which the property is held at the tine

of" the exchange. Eline Realty Co. v. Commssioner, 35 T.C. 1, 5

(1960); see Cottle v. Conm ssioner, 89 T.C. at 487. Thus, we

nmust deci de whether petitioner abandoned its original intent and

8 At trial, M. Baker testified that the | ot sizes and
configurations of the tentative map would be suitable for the
construction of duplexes. However, the tentative map
specifically proposed single-famly residential houses.
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thereafter at the tinme of the exchange held the property for
i nvest ment .

In an attenpt to showits later intent, petitioner points
out that only after purchasing the Beaunont Property did its
broker M. Mellor informpetitioner that it would not be able to
get the Beaunont Property rezoned. It is argued that at this
poi nt petitioner decided not to subdivide the Beaunont Property,
but instead, decided nerely to process a tentative map to
determ ne conditions for devel opnent of the property. After
determ ning the conditions, petitioner would be able to anal yze
the costs and feasibility of devel opnent.

According to petitioner, after obtaining approval of the
1980 tentative map (which contained conditions for devel opnent of
the property), it was decided that devel opnment of the Beaunont
Property was not feasible because the cost of off-site
i nprovenents was too high for the construction of entry-1Ievel
homes. Petitioner asserts at this point it held "the property
wi t hout any specific plan of action.”

O her evidence indicates that petitioner had an intent to
subdi vi de the property (such as the discussion with C H J.

Mat erial s Laboratory, Inc., regarding a soil investigation
report). On April 23, 1979, petitioner's Board of Directors
aut hori zed the preparation and filing of an application to the

Real Estate Comm ssioner of the State of California for a Public



- 21 -

Report in connection with the subdivision and sale of real
property on the 48 |ots of the Beaunont Property. This
reinforces the conclusion that as of April 23, 1979, the Board of
Directors decided to subdivide the Beaunont Property. Also, M.
Baker testified that he felt that petitioner would go ahead and
try to subdivide it into single famly houses, which resulted in
a series of changes in the tentative map over a period of several
years.

Subsequent Intent in Regard to the 14 Lots vs. the 48 Lots

Cont enpor aneous facts, not self-serving testinony given
years later, are inportant in establishing intent. Philhal

Corp. v. United States, 546 F.2d 210, 215 (6th G r. 1976);

Raynond v. United States, 511 F.2d 185, 190 (6th G r. 1975). In

establishing its intent, petitioner relies heavily on M. Baker's
statenents. In evaluating these statenents, we exam ne themin
light of the events that transpired from 1978 until the exchange
in 1989.

In particular, we exam ne petitioner's devel opnent of the 14
lots in Tract No. 10018-1 and petitioner's actions in regard to
t he Exchange Property because intent may vary fromtract to

tract. See Mathews v. Conm ssioner, 317 F.2d 360, 361 (6th Gr

1963) .
Based on the city of Beaunont's construction of inprovenents

al ong Pennsyl vani a Avenue in 1981 and 1982, petitioner asserts
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that it changed its intent wwth respect only to the 14 lots
fronti ng Pennsyl vani a Avenue. It contends that M. Baker made a
determ nation that the 14 lots could be inexpensively subdivi ded
and that entry-level houses could be profitably built on Tract
No. 10018-1. Fromthat time forward, petitioner's intent was to
hold the 14 lots for sale. After obtaining the final map for
Tract No. 10018-1, petitioner ultimately subdivided the 14 |ots,
constructed the 14 houses, and sold the 14 houses.

Petitioner asserts that its intent in regard to Tract No.
10018-1, held for sale, differed fromits intent in regard to the
Exchange Property. M. Baker testified that at the tinme of the
filing of the final map for the 14 lots fronting Pennsyl vani a
Avenue, he had already deci ded that constructing homes on the
remai ni ng portion of the property was not feasible. Petitioner
contends that it partitioned the 48 lots constituting the
Exchange Property fromthe rest of the tract, as evidenced by the
recording of the final map relating only to the 14 Lots and

excl udi ng the Exchange Property.?®

°® The fact that the final map only pertained to the 14 lots
fronti ng Pennsyl vani a Avenue does not |l ead to the concl usion that
t he Exchange Property was held for investnent. It is possible
that petitioner partitioned the property for other reasons, such
as mnimzing the bond to be posted for inprovenents on the
property.

We note that a letter, dated Sept. 28, 1983, witten by
Garner, Troy & Associates, Inc., and signed by M. Baker, inplied
that petitioner would undertake in stages the devel opnent of the
entire tract:

(continued. . .)
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Petitioner primarily relies on M. Baker's statenments to
determne its intent at the tinme of the exchange. |In support of
its intent not to subdivide the Exchange Property, petitioner
lists several factors: (1) Cost of off-site inprovenents,

(2) lack of housing market, (3) other obstacles, and (4) health

concerns. According to petitioner, the primary reasons for not

subdi vi ding the Exchange Property were the cost of the off-site

i nprovenents and its unsuccessful sales record in selling the 14
lots in Tract No. 10018- 1.

(1) Feasibility of Devel opnent (Of-Site Costs)

Petitioner clains that the cost of off-site inprovenents
prohi bi ted devel opnent of the 48 lots in the Exchange Property.

As a result, petitioner argues that it held the Exchange Property

for investnent. 1In regard to the Exchange Property, petitioner
received an estimate of off-site costs in 1987 in the anmount of

$389, 435. 81, and received another estimate in 1988 in the anmount

°C...continued)
On behalf of our client Neal T. Baker Enterprises Inc. owner
of approved Tentative Tract No. 10018 we hereby request
perm ssion to phase Tract 10018. Qur client wi shes to
initially inprove and build on |ots adjacent to Pennsylvani a
Avenue (Lots 1-14 as shown on the attached print of a copy
of the approved Tentative map from Tract 10018).

Al though it is the owner's intent to phase this Tract
into two phases, defining the initial Tract by nunber 10018-
1; subsequent phases, if any, would be defined as Tract No.
10018-2, Tract No. 10018-3 etc., with the nunber 10018
defining the |last phase. |nprovenent plans, street, sewer,
wat er grading etc. shall be nodified to correspond and nade
conpati ble for any and all phases to the satisfaction of the
city of Beaunont.
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of $490,560. Petitioner conpares these estimates to the off-site
costs incurred in regard to the 14 | ots of approximtely $5, 000
per |ot.

In regard to the off-site inprovenents, respondent submtted
an expert report, prepared by Donald Lohr, which estimted the
off-site inprovenent costs for the Beaunont Property. M. Lohr
estimated off-site inprovenents for the 14 lots in Tract No.
10018-1 to be $5,821.82 per lot. Using the 1987 cost estimate,
to which he then added costs of waterlines and appurtenances pl us
costs for mscellaneous itens, M. Lohr initially determ ned the
off-site cost in 1987 was $10, 767. 74 per |lot for the Exchange
Property (the 1989 cost would be $11,198.45). 1In |ight of
information avail able after filing his report (the 1988 cost
estimate), M. Lohr determned that the off-site costs were
slightly over $12,000 per lot for the Exchange Property.

M. Lohr stated that these costs associated with Tract No. 10018-
1 and Tract No. 22332 were not prohibitive. According to M.
Lohr, "[t]he [costs] to develop Tract No. 10018-1 were bel ow t he
average cost to develop single-famly lots at that tinme and the
[costs] to devel op Tract No. 22332 were no nore than average" in
relation to those prevailing in 1989.

According to M. Kanengi ser of Meadow ark Hones, the
off-site costs incurred by Meadow ark Honmes in devel oping the

Exchange Property were not cost prohibitive. Meadow ark Hones
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estimated the off-site inprovenent costs to be $10, 000 per |ot.
In its devel opnent of the Exchange Property, Meadow ark Hones did
not encounter any unusual or exorbitant off-site inprovenent
costs, sewer permt costs, water connection costs or other costs
related to the construction of the 48 houses.

Petitioner points out several weaknesses to M. Lohr's
report. One weakness is that M. Lohr's report included only an
estimate for off-site inprovenents.!® Because M. Lohr's report
was not a full feasibility study, the report excl uded
consideration of such itens as |and costs, financing costs, and
overhead costs. However, prior to filing its post-trial briefs,
petitioner did not draw attention to those itens and argued only
that the off-site costs made devel opnment of the Exchange Property
infeasible. Even if petitioner may now extend its position, it
of fered no evidence of the breakdown of the total costs (other
than the off-site costs) to show that total costs presented an
i npedi ment to devel opi ng the Exchange Property. As noted,
petitioner never obtained a feasibility study in regard to the
property.

Petitioner also points out that M. Lohr's estimate of the
off-site costs for each of the 48 |ots was roughly double his

estimate of the off-site costs associated with each of the 14

10 Off-site inmprovenents include such things as grading,
utilities, electricity, sewer, water, and cable.
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lots. M. Lohr noted that an estimate of the costs for 14 |ots
in 1989 woul d have been $6, 642. 41 per lot. Petitioner conpares
this to the roughly $12,000 per lot for the 48 Lots in the
Exchange Property. According to petitioner, the estimated profit
per honme of about $8,000 per |ot would be w ped out by the

i ncreased off-site cost of $6,000 per |ot.

Qur evaluation of petitioner's argunent is restricted
because it did not submt any projected profit analysis for the
devel opnment (besides M. Baker's testinony). 1In regard to the 14
lots, only after construction did M. Baker check the costs and
he felt there was a profit sonewhere around "4- to 5-, $6,000 per
house, maybe a little higher." Later, M. Baker testified that
petitioner nmade profit of around $8,000, maybe $8, 000 to $10, 000.

The parties submtted a sunmary by petitioner's accountant
Eadi e and Payne reflecting the follow ng i ncone on the sal e of

the 14 houses:

Date of Sale Addr ess Selling Price | ncone

07/ 21/ 87 1202 E. 10th Street $79, 950 $17,812. 74
09/ 30/ 87 1050 Pennsyl vani a Avenue 87, 950 21, 312.48
12/ 22/ 87 1070 Pennsyl vani a Avenue 77,950 13, 469. 04
01/ 08/ 88 1090 Pennsyl vani a Avenue 87, 950 25, 859. 29
09/ 16/ 88 1010 Pennsyl vani a Avenue 89, 500 23,297.54
09/ 23/ 88 1110 Pennsyl vani a Avenue 77,950 12, 891. 26
11/17/ 88 1202 E. 11th Street 79, 950 13, 133. 62
11/ 22/ 88 1201 E. 11th Street 77,550 13, 502. 00
01/ 27/ 89 1130 Pennsyl vani a Avenue 80, 950 13, 403. 44
02/ 10/ 89 1120 Pennsyl vani a Avenue 89, 950 22,556. 98
02/ 28/ 89 1030 Pennsyl vani a Avenue 77,000 2,875. 26
03/ 06/ 89 1100 Pennsyl vani a Avenue 87, 950 20, 469. 47
03/ 13/ 89 1140 Pennsyl vani a Avenue 89, 950 23, 236. 19

03/ 31/ 89 1150 Pennsyl vani a Avenue 89, 950 22,667. 19
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According to this, petitioner's incone fromthe sale of the
houses averaged $17, 606. 18.

Petitioner attenpts to reduce the profit fromthe sale of
the 14 houses by pointing out that the foll ow ng costs were not
allocated to its construction activities:' (i) the cost of
overhead and supervision; and (ii) the interest costs associ ated
with the use of corporation capital to construct the hones.

M . Baker considered these costs in determning profit from
construction activities.

However, M. Baker testified that he did not know the costs
until petitioner's accountant Eadie and Payne infornmed him
Further, M. Baker testified that he did not know how t he
accountants accounted for the cost of overhead and supervi sion.
Petitioner did not call its accountants to clarify or explain any

of petitioner's cost and profit analysis. See Wchita Term nal

El evator Co. v. Comm ssioner, 6 T.C. 1158, 1165 (1946) (draw ng

negative inference if evidence is within possession yet it is not

i ntroduced), affd. 162 F.2d 513 (10th Cr. 1947). Petitioner

al so did not incur significant interest costs because it

general ly used cash on hand, avoiding construction financing.
Wil e petitioner criticizes M. Lohr for not preparing a pro

forma budget for the project, it provided no evidence to

11 Respondent suggested a profit of $17,606.18 per house,
while petitioner asks the court to accept an average net profit
of approximtely $7,000 to 10,000 per horme.
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establish petitioner's projected budget for costs or its
estimated profit (or loss). Additionally, petitioner argues that
M. Lohr's statenent that the costs for the 48 lots were "no nore
t han average" does not change the fact that M. Baker believed
that the cost per |lot was too expensive for building entry-I|evel
homes. However, petitioner provided no evidence to support M.
Baker's statenents. Petitioner acknow edges this:* "The only
testinony before the court is the testinony of Baker who
testified that he concluded that it would not be profitable to
do so." W are reluctant to accept M. Baker's concl usion.

We find that the off-site costs for the Exchange Property
were not prohibitive in regard to petitioner's devel opnment of the

Exchange Property.

2 M. @Grner, petitioner's engineer, nentioned a
conversation with M. Baker: "I don't know whet her he used the
word ' horrendous,' but he used sone term nol ogy saying the this
was far, far nore than the other 14 |lots would cost him and he
was di scouraged at this anmount." Petitioner uses the statenent
to support its position that the costs were exorbitant, but the
statenent nerely shows what M. Baker told M. Garner about the
costs.
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(2) Housi ng Market and Sal es

Petitioner also asserts that another factor in petitioner's
determ nation not to develop the 48 |ots was the unsuccessful
sales programfor the 14 lots in Tract No. 10018-1. In light of
the sl ow sales, petitioner concluded that a market for entry-
| evel honmes in Beaunont did not exist.

On or about Cctober 1986, petitioner contracted for the
construction of 14 single famly residences in Tract No. 10018-1.
The 14 houses were constructed in two phases, the first phase
consisting of 6 houses (construction commenced on Cctober 17,
1986) and the second phase consisting of 8 hones (construction
commenced on June 25, 1987).

M. Baker testified that the sales of the first six hones
were slow, at a rate |ower than anticipated or acceptable to
petitioner. M. Baker remarked that petitioner held the
conpl eted hones for an average for 9 nonths. The second phase
sol d quicker, but sales were still unacceptable to petitioner.
M. Baker felt that it was not worth further subdividing the
property due to the slow sales, the amobunt of noney expended, and
the trouble of building the 14 houses.

In regard to the holding period, petitioner relies on the
fact that the 14 houses sold fromJuly 21, 1987, to March 31,
1989, which is approximately a 20-nonth span. Additionally,

petitioner points out that only three houses sold during 1987 and
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that the house |located at 1030 Pennsyl vani a Avenue t ook
approximately 19 nonths to sell.

However, petitioner's argunents oversinplify the facts. 1In
determ ning the holding period, we need to know when the houses
were conpl eted and conpare this to the sales dates. Exam ning
the record, we find the final inspection date of each of the 14
houses. M. Baker stated that each house was conpl eted (except
for the appliances, fixture, carpets) and ready for sale prior to
the final inspection date. Due to problens in the area
(vandalism etc.), in sonme instances the final inspection did not
occur until shortly before the house was sold. But petitioner
presented no evidence to show when the houses were substantially
conpl et ed.

The final inspection date and the sale date for each house

are as foll ows:

Final |nspection Date Date of Sale Addr ess Phase
07/ 10/ 87 07/ 21/ 87 1202 E. 10th Street 1
07/ 23/ 87 09/ 30/ 87 1050 Pennsyl vani a Avenue 1
07/ 23/ 87 12/ 22/ 87 1070 Pennsyl vani a Avenue 1
07/ 23/ 87 01/ 08/ 88 1090 Pennsyl vani a Avenue 1
07/ 23/ 87 09/ 16/ 88 1010 Pennsyl vani a Avenue 1
08/ 23/ 88 09/ 23/ 88 1110 Pennsyl vani a Avenue 2
08/ 23/ 88 11/17/88 1202 E. 11th Street 2
10/ 31/ 88 11/ 22/ 88 1201 E. 11th Street 2
01/ 23/ 89 01/ 27/ 89 1130 Pennsyl vani a Avenue 2
02/ 06/ 89 02/ 10/ 89 1120 Pennsyl vani a Avenue 2
07/ 23/ 87 02/ 28/ 89 1030 Pennsyl vani a Avenue 1
10/ 21/ 88 03/ 06/ 89 1100 Pennsyl vani a Avenue 2
02/ 23/ 89 03/ 13/ 89 1140 Pennsyl vani a Avenue 2
02/ 27/ 89 03/ 31/ 89 1150 Pennsyl vani a Avenue 2
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According to petitioner's records, the house at 1030 Pennsyl vani a
Avenue in Phase 1 (which was conpleted on or before 7/23/87 and
sold 2/28/89) was the nodel hone; so the |ong hol ding period for
this house is not significant. Treating the final inspection
date as the date of conpletion and the sale date and excl udi ng
the sale of the nodel hone, petitioner held the houses in Phase 1
for about 5.3 nonths apiece and held the houses in Phase 2 for
about 1.3 nonths apiece. |In light of the evidence, we are not
persuaded by M. Baker's testinony that sales of the 14 houses
wer e unacceptably sl ow.

Meadow ar k Hones' Success with the Exchange Property

Respondent uses Howard Kanengi ser's (of Meadow ark Hones)
testinmony to establish the market for the devel opnment of the
Exchange Property. Meadow ark Hones experienced brisk sales in
1989 in regard to the first 24 hones. 1In 1990, due to the
recessi on, Meadow ark Homes experienced a drop off in sales in
regard to the second 24 homes. Meadow ark Honmes made
approxi mately $630,000 in profit on the devel opnment. This was
approximately one-third | ess than Meadow ark had anti ci pat ed.

In regard to Meadow ark's sl ower sales for the second phase,
petitioner argues that this supports its position that it held
t he Exchange Property for investnent because M. Baker foresaw
t he poor sale of homes in Beaunont based on (i) the poor sales

record on the first 14 hones, (ii) the fact that Beaunont is a



- 32 -

| ow-income area that failed to share in the Southern California
housi ng boom and (iii) his experience in the banking business.
However, M. Kanengiser's testinony indicated that the recession
was unforeseeabl e.

In discounting the relevance of M. Kanengiser's testinony,
petitioner points out the difference between Meadow ark Hones'
devel opnent and petitioner's devel opnent:

(1) Meadow ark Hones built houses with an average selling
price of $140,000 while petitioner built "entry |evel
housi ng" in the $70,000 to $100, 000 range; and

(2) Meadow ark Hones borrowed approxi mately $6, 000, 000 to
finance the project while petitioner used working
capital, borrowi ng no nore than $400, 000.

M. Baker testified that petitioner was not equi pped for nore
than entry-1evel houses.

We know that petitioner's 14 houses in Tract No. 10018-1
sold in the price range of $77,000 to $89, 950 and that Meadow ark
Hones upgraded petitioner's plan selling its houses for about
$140,000. At trial, there was testinony presented regarding the
market in the city of Beaunont. M. Dotson, the city's engi neer,
and M. Bounds, the city's manager, testified to the increased
real estate market in Beaunont from 1985 until the recession in
1990. O her than M. Baker's testinony, petitioner presented no
mar ket data on sales in Beaunont. M. Baker admtted he was
general ly unaware of the general |evel of incone in Beaunont and

had nerely an inpression of the market. W are not convinced

that the market in Beaunont supported only the upgraded houses of
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Meadow ark Hones and did not support petitioner's type of
devel opnent as wel | .

Further, there was no evidence presented to establish that
petitioner was equi pped only for entry-I|level houses.

In regard to petitioner's second point, petitioner did not
establish that its borrowng policy limted the type of house
built and the nunber of houses built.?3

Fromthe record, we find that a market for single-famly
residential honmes existed at the tinme of the exchange in 1989.
Petitioner has not persuaded us that the market did not support
its devel opment of "entry-level |ow incone houses."

(3) Oher (bstacles

Petitioner also asserts that other obstacles arose in
connection with subdividing the 48 lots, which led to M. Baker's
concl usion that devel opnent of the Exchange Property woul d not be
profitable.

First, petitioner points to the fact that Beaunont-Cherry
Val l ey Water District was increasing its water connection fee by
approxi mately $450 per lot. However, in June 1989, Meadow ark
Hones was able to purchase the water connection at the existing

rate (prior to the increase).

13 M. Baker testified that the maxi num | oan obtai ned by
petitioner was $400, 000. However, petitioner authorized its
officers to obtain construction financing. For exanple, in the
t axabl e year 1989, petitioner had a $700, 000 construction |ine of
credit which expired in Feb. 6, 1991.
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Next, petitioner points to comrunications by the city of
Beaunont of a possible limtation in sewer permts.* Sewer
permts play a necessary role because in order to begin
construction, building permts and sewer permts are both
required. We note that there was concern about the city's sewer
capacity in 1988. The city began to investigate the building of
a new sewer plant. Wile the city manager M. Bounds was the
only person who knew t he nunber of available permts, there was
no evi dence presented regardi ng any di scussi on of sewer permts
bet ween petitioner and him Meadow ark Hones was able to acquire
sewer permts for the 48 lots in the Exchange Property. Further,
as of 1993, the city of Beaunont had not run out of sewer
permts. In light of the above, we find that availability of
sewer permts was not an obstacle to petitioner's devel opnent of
t he Exchange Property.®®

(4) Health Concerns

At trial, petitioner introduced evidence of M. Baker's

health. I n Novenber 1988, he was diagnosed with cancer. He had a

4 However, M. Baker testified that he decided not to
subdi vi de the Exchange Property before | earning about the
potential of a noratorium

% Inits reply brief, petitioner attenpts to show that M.
Baker's decision to not record the final map in light of the
threat of a noratoriumshows that it was petitioner's intent to
not devel op the Exchange Property. However, we find little
significance to petitioner's characterization in |ight of the
| ack of evidence regarding the threat.
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fifty-fifty chance of survival. |In Novenber 1988, M. Baker
underwent surgery, which was foll owed by chenot herapy. M. Baker
testified that as a result of contracting cancer, he nade a
decision that petitioner would discontinue subdividing | and;
thereafter, petitioner built some homes on existing |ots but no
| onger subdivided raw land into |ots.

As petitioner's main decision nmaker, M. Baker's health
i npacts petitioner, but we are exam ning petitioner's intentions
in regard to the Exchange Property in 1989 and not necessarily
petitioner's decisions regarding other aspects of its trade or
busi ness.

We first consider M. Baker's statenent that he spent only
20 percent of his tinme at the tine of exchange working for
petitioner, while he spent the other 80 percent of his tine
supervising the food operations of Baker's Burgers, Inc. M.
Baker and Terry Tall ey managed petitioner's construction
activities. Because petitioner subcontracted all of its
construction work, the actual nunber of pernanent enpl oyees
enpl oyed by petitioner or M. Baker's dimnished tinme with
petitioner is of little significance.

Petitioner presented no evidence of actions of its Board of
Directors to corroborate M. Baker's statenent that petitioner no
| onger was subdividing land. Instead, we note that on Form 1120,

for the taxable years 1988, 1989, 1990, and 1991, petitioner
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listed "subdivider and devel oper"” instead of "real estate
operator and | essor of building" as its principal business
activity.

Addi tionally, the evidence shows that petitioner continued
its subdividing and devel oping activities. For exanple,
petitioner continued to build houses on the 20-lot tract in
Yucai pa after petitioner allegedly discontinued devel opi ng,
recording the incone fromthe sale of the houses as ordinary
incone in 1990, 1991, 1992, and 1993. In regard to these other
devel opnents by petitioner, we know that it continued to hold
t hese properties for sale, rather than investnment. The record
does not substantiate petitioner's assertion that it built hones
on existing lots and no | onger subdivided raw land into |ots.

M. Baker's nere statenents that petitioner intended to
di sconti nue the devel opnent busi ness are not enough to change the
characterization of the Exchange Property. See Tollis v.

Comm ssioner, T.C Meno. 1993-63, affd. per curiamw thout

publ i shed opinion 46 F.3d 1132 (6th Cr. 1995). Petitioner
presented no objective and cont enporaneous evi dence to establish
its change in intent. Considering petitioner's actions, M.
Baker's health concerns do not persuade us to accept petitioner's
conclusion that it stopped its subdividing and devel opi ng

activities.
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O her Evidence--Petitioner's Actions

Wiile petitioner's intent at the tinme of the exchange is
critical, it primarily relies on M. Baker's statenent to
establish its intent, w thout exam ning the actions of petitioner

as a corporation. See Raynond v. United States, 511 F.2d 185,

190 (6th Gr. 1975).

O di nary Busi ness

Several courts have considered whether a taxpayer's rea
estate operations were limted to the properties in question or
were engaged in as part of a general real estate business. Eline

Realty Co. v. Comm ssioner, 35 T.C. at 5 (discussing this point

in the context of a predecessor of section 1221); Mddux Constr.

Co. v. Commi ssioner, 54 T.C. at 1284. W recognize that a

taxpayer in the real estate business may al so acquire and hold

real property for investnent purposes. Mddux Constr. Co. V.

Conm ssi oner, supra at 1286 (dealing with section 1221). The

t axpayer has the burden of proving that when dealing with the
property it was wearing the hat of an investor rather than that

of a dealer. Pritchett v. Conm ssioner, 63 T.C 149, 164 (1974).

In determining this, we accord greater weight to the objective
facts than to petitioner's statenents regardi ng investnment
i ntent.

Further, "a subsequent sale is not concl usive on the

guestion of the primary purpose in acquiring and hol ding the real
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estate." Minicipal Bond Corp. v. Conmni ssioner, 382 F.2d 184, 188

(8th Cr. 1967), revg. in part and affg. in part 46 T.C 219
(1966) (dealing with section 1221). The fact that |and was held
for many years does not, by itself, establish an intention to
hol d the property for investnent rather than sale. See Stockton

Har bor I ndus. Co. v. Conmi ssioner, 216 F.2d 638, 655-656 (9th

Cir. 1954).

In claimng that it held the Beaunont Property and the
Exchange Property for investment purpose, petitioner asserts that
its subdividing and devel oping activities were very linmted.?®
Petitioner points out that it sold all of its houses through
unrelated realtors and that it did not engage in any construction
activities, instead it used subcontractors. Petitioner contends
that the heart and soul of petitioner related to the |ocation,
devel opnment, and construction of fast food sites to be held for
investnment. Petitioner states that a majority of its incone is

derived fromthe rental of fast-food |ocations' (M. Baker

6 Petitioner also asserts that it had a history of holding
properties for investnent, including properties that it at one
tinme intended to devel op. However, the record does not support
petitioner's position.

7 At tines, petitioner blurs the distinction between
petitioner and the separate corporation Baker Burger's Inc. Wen
petitioner spun off in 1969 the fast-food operations to Baker
Burger's Inc., M. Baker stated that the two businesses were for
all practical purposes totally unrelated, and that it had becone
necessary to conduct the two businesses separately in order to
facilitate flexibility, expansion, cost control, proper

(continued. . .)
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havi ng been one of the originators of the fast-food concept in
the United States) and other rental properties.

The tax returns provide the foll ow ng:

1984 1985 1986 1987 1988 1989
G oss Receipts $184, 528 $410, 000 $927, 000 $1, 684, 469 $1, 253, 850 $1, 210, 350
Cost of Goods Sol d
(cost-houses & lots)_116, 899 283,171 691, 058 1,507, 664 1,070,108 1, 082, 998
G oss Profits 67, 629 126, 829 235, 942 176, 805 183, 742 127, 352
G oss Rents 613, 758 688, 147 733, 308 841, 314 1,413, 983 1, 834, 533
Net Capital Gin 58, 536 694, 880 16, 774 18, 545 20, 351 - 0-
Odinary Gain 6, 308 -0- -0- -0- -0- -0-

Petitioner points out that the financial records divide its
operations into rental activities and construction activities.
It argues that its profits fromconstruction activities range
from6.5 percent to 24.3 percent, indicating a trend of decreased
profits fromconstruction activities and of increased profits
fromrental activities over the period. In making this argunent,
petitioner conpared gross profits fromconstruction activities to
gross rents. Presented with only petitioner's financial returns,
we cannot accept its conclusion that construction of property
held for sale was a mnor portion of its activities, when
petitioner had gross receipts of $1,253,850 in 1988 and
$1, 210,350 in 1989, conpared to gross rents of $1,413,983 in 1988
and $1, 834,533 in 1989.

(... continued)
managenent and the raising of capital.
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Furthernore, for each taxable year 1982 through 1991, on
Form 1120, petitioner |listed "real estate subdivider and
devel oper" as its principal business activity.® While "real
estate operator and | essor of buildings" is an option provided in
the Instructions to Form 1120, during 1981 to 1991, petitioner
never listed "real estate operator and | essor of buildings" as
its principal business activity.

In taxable year 1987, on Form 3115, petitioner stated that
its business and principal incone was "real estate subdivider and
devel oper, real estate rentals,"” and affirmatively answered t hat
it produced or acquired property for resale to which section 263A
appl i ed.

M. Baker testified that petitioner was in the business of
subdi vi di ng and devel oping prior to 1990. However, petitioner
asserts that this is true only to the extent that the subdivision
and devel opnent activities related to the eventual construction
of fast-food stores or, in some circunstances, single-famly
residences. M. Baker stated that of the 80 fast-food | ocations
owned by petitioner, it built approximtely 50 of them \While

his testinony is unclear and undocunented, it seens that

8 Even though petitioner listed the wong code nunber for
real estate subdivider and devel oper from 1982 through 1991,
petitioner specifically stated its business as real estate
subdi vi der and devel oper.
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petitioner constructed the 50 | ocations over a period from prior
to its incorporation in 1957 to the date of the trial. Besides
M. Baker's statenent of constructing fast-food | ocations,
petitioner did not present any evidence regardi ng subdivision
activities on property on which fast-food stores were | ater
construct ed.

On the other hand, we note that petitioner was engaged in
devel opi ng other properties (in addition to the Beaunont
Property) from 1978 to 1991. Petitioner purchased 75 uni nproved
lots in Pacific Street in H ghland, California. Petitioner built
25 houses, installed inprovenents on the remaining 50 |lots, and
sold all the lots in 1980. Petitioner also had devel opnent
projects in San Bernardino, Yucaipa (20 |lots, which were
purchased in 1986 for the purpose of building houses thereon and
to sell the houses upon conpletion), and La Quinata (20 | ots,
whi ch were purchased in 1988).

We agree with petitioner that it was engaged in several
activities, which included acquiring and holding real estate for
fast-food | ocations (which were |ater | eased to Baker's

Burgers).® At the sane time, we find that petitioner also was

19 Petitioner states that:

Its activities included the following (i) holding raw | and
for investnent purposes, (ii) holding fee title to fast-food
| ocations for rental to Baker's Burgers, (iii) acting as
master | essor to Baker's Burgers with respect to fast-food
(continued. . .)
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engaged in the business of subdividing and devel opi ng before and
during the taxable year 1989.2° W note that section 1031 use of
"held primarily for sale" does not require that the property be
sold in the ordinary course of petitioner's trade or business (as
provided in section 1221(1)).

Books and Records

Courts have used a taxpayer's books and records as evidence
of an intent to change the character of an asset.
As of March 1979, petitioner classified the Beaunont

Property in Account No. 1160 for finished houses and work-in-

19C, .. continued)

| ocations which were |l eased fromthird parties, (iv)

devel oping new fast-food sites for Baker's Burgers and

| easing those new sites to Baker's, (v) |leasing fast-food
sites to third parties, and (vi) constructing honmes for
sal e.

20 Respondent asserts that a real estate "subdivider" is
one that obtains |and, goes through the process of filing a final
map to subdivide property into lots, and sells the lots. And
that a real estate "developer” is one that obtains the |lots,
installs the inprovenents on the lots, builds houses on the |ots,
and sells the houses.

Petitioner contends that respondent's analysis of the term
"subdi vider" and "devel oper” is inaccurate. Petitioner states
that: "Wth respect to the honmes built by Enterprises, it was
its practice to either purchase subdivided |land or to both
subdi vide | and and construct homes on the subdivided lots."

M. Dotson testified that there is potential for overlap in
the terns "subdivider" and "devel oper.”

W need not worry about the exact definition of subdivider
and devel oper because we find that petitioner was engaged in the
busi ness of both, depending on the devel opnent. To the extent
properties were subdivided, petitioner intended to build
i nprovenents on these properties. Further, while petitioner
contends it no |longer subdivided raw land into |lots after 1988,
the record does not support this contention.
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progress, with the follow ng description "Beaunont Subdi vi sion
(Tract 10018) 46 uninproved lots." In regard to the 14 lots in
Tract No. 10018-1, the lots were recorded in work-in-
progress/construction-in-progress account and finished houses
account. Petitioner never noved the property fromthese
accounts. Petitioner also |isted the Exchange Property, Tract
No. 22332, under the category of work-in-progress/construction-
i n-progress (Account No. 1160), and never noved the Exchange
Property fromthat account during the period of 1978 to 1989.

Petitioner asserts that the characterization of the Exchange
Property as work-in-progress was nade by its accountants w t hout
M. Baker's knowl edge. M. Baker clains that the accountants
incorrectly classified properties under work-in-progress
accounts. Petitioner points out that many properties that were
clearly held for investnent (such as fast-food stores) were
listed under the work-in-progress category. It attenpts to
categori ze the work-in-progress category as a suspense account
used to keep track of expenses. Petitioner concludes that the
Exchange Property was |isted under the work-in-progress account
because the petitioner made expenditures for engineering costs
associated wth the property.

In its assertions that properties were |isted
inconsistently, petitioner solely relies on M. Baker's

statenents about its use of the properties and the
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m sclassification of its properties. Even though petitioner's
accountants were listed as witnesses in the pretrial menorandum
it never called the accountants to explain, verify, or discuss
why properties were recorded in a certain manner. See Wchita

Term nal Elevator Co. v. Conmi ssioner, 6 T.C. at 1165. Furt her,

petitioner did not provide any other evidence to explain its
manner of accounting for the properties.

We note that petitioner's characterization of the Exchange
Property in its records is consistent with its treatnment of the
Pacific Street Subdivision in H ghland, California. 1In regard to
75 lots in the Pacific Street Subdivision, petitioner built 25
houses, and installed only inprovenents on the remaining 50 | ots.
However, petitioner kept all 75 lots in the work-in-progress
account until they were sold in 1980. Petitioner classified
incone fromthe sale of the houses and the uninproved | ots as
ordinary income. Petitioner also listed its residential
devel opnent in Yucai pa under work-in-progress account No. 1160-
81, and its residential developnment in La Quinata under work-in-
progress account No. 1160- 85.

This is conpared to petitioner's treatnment of the Leedom
Tract, 41 uninproved lots. Wiile Leedomwas initially in 1978
classified in the work-in-progress account, petitioner later in
1985 reclassified the property into the "uninproved | and and
vacant |ots" account No. 1280-31. 1In regard to the Exchange

Property, which was uninproved | and, petitioner never noved the
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property fromthe work-in-progress account into the uninproved
| and and vacant | ot account.

In regard to investnent properties, petitioner listed the
properties (such as the Fontana drive-in, the Fontana coffee
shop, the Kendall drive-in, and the Banning drive-in) under the
| and account no. 1210, under the buil ding account no. 1220, or
under the undevel oped or vacant |and account. Sone investnent
properties were |isted under the work-in-progress accounts
tenporarily. Later (after conpletion of the buildings, though
this is not entirely clear), the properties were noved to | and
accounts, building accounts, or undevel oped | and accounts.

Presented only with the accounting records and M. Baker's
statenents, we are not persuaded that M. Baker's concl usions
that petitioner's accountants m sclassified properties on its
financial records are accurate.

As wth its other subdivision properties, petitioner |isted
t he Exchange Property in the work-in-progress account from 1983
to 1989. Further, petitioner never noved the Exchange Property
out of the work-in-progress account (even though petitioner
alleges it decided in 1983, or later in 1987-88 after conpletion
of the 14 lots, not to subdivide the Exchange Property). This
treatnent reflects petitioner's intent to keep the inactive phase
of the 48 lots in the Exchange Property in the work-in-progress

account until devel opnent of the houses.
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We note that petitioner did not make any inprovenents on the
Exchange Property. However, the fact that the property was not
devel oped when it was sold does not, standing alone, require a

conclusion that it was held for investment. See Kesicki V.

Conmm ssioner, 34 T.C. 675, 679 (1960).

Activity: Map Process

Petitioner contends that there were little or no activity in

regard to the Exchange Property. See divieri v. Conmm Ssioner,

T.C. Meno. 1966-177. W disagree. 1In regard to the Exchange
Property, petitioner resubmtted the tentative map. The
tentative map was approved on June 9, 1986.2' Afterwards,
petitioner proceeded to obtain a final map regardi ng the Exchange
Property. Between May 6, 1986 and May 16, 1989, petitioner
worked with M. Dotson, the engineer for city, to revise the
conditions of approval, including the cost estimate. During this
period, Dotson revised the conditions. These discussions led to
petitioner being able to lock-in the Iower city devel opnent fees
for the Exchange Property.

As of March 18, 1988, the final map on the Exchange Property
was approved and ready to be recorded once petitioner obtained

the required signatures. As of the date of the exchange, the

22 Atentative map shows the design and inprovenent of a
proposed subdi vi sion and the existing conditions, but it cannot
be recorded. Cal. CGovt. Code secs. 66424.5(a), 66429 (\West
1997) .



- 47 -

final map had not been recorded by petitioner, but Elkhorn
recorded the final map regardi ng the Exchange Property on May 16,
1989 (the date of the exchange).

Wil e petitioner de-enphasizes its efforts from 1983 to
1989, petitioner spent tinme and noney in getting the final map
ready to be recorded, fromfiling applications to discussions
with city enployees regarding conditions. The mapping process is
an involved and tine-consuning process.? \Wile the tentative
map is only a conceptual plan, the final map is a | egal docunent,
whi ch gives the | andowner the right to build under certain
condi ti ons.

In explaining petitioner's action regarding the map process,
it asserts that "[a]t the urging of his engineer, Baker
aut hori zed the processing of a new tentative map (No. 22332)."
Later, petitioner asserts that it continued the process "because
that'd be about the only way [it] would ever sell [the property],
is to show sonmeone what could be done on that property.”
Petitioner viewed the process of obtaining a tentative map as a
met hod of determ ning the economc feasibility of devel oping
property.

Petitioner notes that the only way a | andowner can determ ne

the feasibility of devel oping a property is to process a

22 The process of obtaining a final map can take from
6 months to 17 years. It involves nunerous stages of review,
comment, and revision until the final map and i nprovenents pl ans
are approved.
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tentative map. We note M. Dotson's testinony that submtting a
tentative map is not required to determ ne costs and the
project's profitability. However, using the process of tentative
maps is one neans to determ ne costs and conditions for

devel opnent .

In this case, the tentative map for the Exchange Property
was approved in June 1986. Afterwards from 1986 to 1989,
petitioner spent 3 years to process the tentative map to the
point the final map was ready to be recorded in 1988. Petitioner
states that this process indicated that the devel opnent woul d not
be profitable. In attenpting to establish its intent to not
devel op the property, petitioner stresses the fact that the final
map was not recorded by petitioner, and that the final map would
have expired in June 1989. M. Garner testified that M. Baker
"did not feel that he wanted to go ahead with the recording of
the map. So we were never given instructions to finish
processing the final map and the street plans.” However, we
agree with M. Dotson's statenent that he did not assign any
significance to petitioner's waiting to record the final map.

In our view petitioner went further than nerely determ ning
the feasibility of devel oping the Exchange Property. \Wether
petitioner would have let the tentative nmap on the Exchange
Property expire is subject to speculation. However, we know that
petitioner's actions on the Exchange Property made the property

nore marketable. By 1988, the final nap was ready to be
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recorded. M. Baker admtted at trial petitioner wanted to sel

t he Exchange Property to get its noney back. \While petitioner
categorizes this as a vague intent, we find that petitioner
expended substantial tine, energy, and noney in its efforts to
devel op the Exchange Property. \Wether petitioner was going to
get its noney back by subdividing and devel opi ng the property or
by selling the raw land, it indicates an intent to |liquidate the

property. See Bol ker v. Comm ssioner, 760 F.2d 1039, 1045 (9th

Gir. 1985), affg. 81 T.C. 782 (1983).

Ext ent of Marketing the Exchange Property

Petitioner points out that it received an unsolicited offer
to purchase the Exchange Property through a broker. Prior to
receiving the unsolicited offer for the purchase of the Exchange
Property, petitioner did not list the property with a broker for
sale, did not advertise it for sale in any way, and engaged in no
other marketing efforts relating to the Exchange Property.

At the sane tinme, in connection with the 14 lots, petitioner
did not actively market the devel opnent; instead, petitioner used
unrel ated real tors.

Paul | us v. Conmi ssi oner

In attenpting to denonstrate its investnent intent,
petitioner focuses on the fact that it never recorded the final
map of (i.e., never subdivided) the Exchange Property.

Petitioner cites Paullus v. Conm ssioner, T.C. Mnp. 1996-419.

In Paullus, the Court found that the taxpayer held the property
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for investnent despite the fact that the taxpayer filed a final
map and constructed about $1,600,000 in off-site inprovenents
(with the sales price of $11,250,000) on the property. I|d.
Petitioner conpares the facts in Paullus to its situation, where
it did not record a final map and constructed no inprovenents on
t he Exchange Property. Petitioner asserts that its activities
were mnor and prelimnary conpared to those taken by Paul | us.

In making its decision, the Court in Paullus | ooked at
several factors, in addition to the fact of filing a final map
and constructing inprovenents. Ridgemark, the taxpayer in
Paul | us, segregated its business of operating R dgemark CGolf and
Country Club fromthe devel opnment and sal es of lots, which were
done by two other corporations. Ri dgemark consistently reported
its business activity as the operation of a golf and country
club. The Court noted that R dgemark's actions (long hol ding
period, only limted sales to its related conpani es, paucity of
purchases and sal es) indicated an investnent notive in holding
the property.

The Court's holding in Paullus was based on the specific
factual situation presented in that case. Wiile petitioner
argues that the Paullus and this case are simlar, we find that
the instant case's factual situation is distinguishable fromthe
situation surrounding the taxpayer in Paullus. |In Paullus,

Ri dgemark forned Ri dgemark Financial Corp. and Ri dgemark

Construction Corp. to carry on the residential |lot activities.
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Ri dgemark's nain operations were its golf and country club
activities. By contrast in this case petitioner was in the
subdi vi di ng and devel opi ng busi ness, choosing to spin off its
fast-food operations to Baker's Burgers, Inc. Wile petitioner
asserts its rental activities exceeded its devel opnent
activities, we do not find support for that assertion in the
record. Wiile petitioner did not record the final map, in 1988
it was ready to be recorded.? As discussed above, petitioner
had taken substantial steps in the devel opnent of the Exchange
Property.

Concl usi on

Petitioner has been active as a subdivider and devel oper of
real estate. It has the burden of proving that when it was
dealing with the Exchange Property it was wearing the hat of an
i nvestor.

Petitioner acquired the Exchange Property to construct
single-famly houses for sale. Considering all the factors, we
find that petitioner did not establish its investor status in
connection with its holding of the Exchange Property. Wile
petitioner presented potential obstacles (high devel opnment costs,
slow sales, etc.), it did not establish that it discontinued its

plans to develop the 48 Iots in the Exchange Property. At the

2 |n aletter by Elkhorn, dated Apr. 11, 1989, it stated
that petitioner was to sign and record the final map before the
exchange. |In the end, El khorn recorded the final map.
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time of the exchange, petitioner held the Exchange Property
primarily for sale (as evidenced, inter alia, by its effort to
make the final map ready to be recorded, its efforts to lock in
| ower city devel opnent fees, and its treatnent of the Exchange
Property in its books and records). W conclude that the
Exchange Property was held by petitioner primarily for sale
within the nmeani ng of section 1031(a)(2)(A) and therefore that
t he exchange does not qualify for nonrecognition treatnent under
section 1031(a).

To reflect the foregoing,

Deci sion will be entered

for respondent.




